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What is a Bond?

A bond is a debt instrument that obligates the issuer to pay to 
the bondholder the principal plus interest

A buyer of the Bond is the lender or investor
A seller of the Bond is the borrower or issuer 

When an investor purchases a bond, he is lending money to a 
government, municipality, corporation, federal agency or other 
entity known as the issuer

In return for the loan, the issuer promises to pay you a specified 
rate of interest during the life of the bond and to repay the face 
value of the bond (the principal) when it “matures,” or comes 
due

Among the types of bonds you can choose from are: U.S. 
government securities, municipal bonds, corporate bonds, 
mortgage and asset-backed securities, federal agency securities 
and foreign government bonds
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Example of a Bond:  Home Mortgage

Homeowner (similar to bond issuer) wants to purchase a home, 
but cannot afford to pay the entire price of the home upfront

Homeowner can take out a mortgage on her home and a lender 
(similar to an investor) will loan her the money to pay for the 
home (similar to a principal or par amount)

In return for borrowing the money, homeowner will pay the 
borrowed money back plus interest (based on a market interest 
rate for borrowing money; similar to a coupon rate on a bond)
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Bond Terminology:  Quick Overview

Principal, Face Amount, or Par Amount
Amount of the loan

Maturity Date
Repayment date of loan

Coupon Rate and Interest Rate
Percentage of Principal paid periodically on a loan

Price
An amount a lender will pay for a bond in consideration of future 
receipt of principal and interest payments

Yield
The rate of return an investor receives from investing in a bond
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Maturity of a Bond

Specific future date on which the final bond payments are due (bond 
no longer exists after maturity date)

Typically, maturity date is less than or equal to 30 years 

Most bond issues have bonds maturing each year until the final 
maturity date of the series

Maturity
Date Principal

06/01/05 1,000,000
06/01/06 1,150,000
06/01/07 1,300,000
06/01/08 1,450,000
06/01/09 1,600,000
06/01/10 1,750,000
06/01/11 1,900,000
06/01/12 2,050,000
06/01/13 2,200,000
06/01/14 2,350,000

Total 16,750,000
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Principal

Also known par amount or face value of a bond

It is the amount an issuer borrows 

To be paid back on future date (maturity date)

Increments

Typically, bonds are sold in $5,000 principal increments

Often $100,000 for variable rate bonds
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Coupon Rate and Interest

Coupon
Percentage rate (based on principal/par amount) that expresses the 
annual interest paid on outstanding bonds

Fixed or variable

Interest
Cost of borrowing money for the issuer 

Usually paid periodically 
— Semi-annually for fixed rate bond
— Monthly for variable rate bonds

Calculated by multiplying principal by coupon rate (adjusted for
length of period between interest payments)

Example: Fixed Rate Bond

Date Principal Coupon Interest

03/01/05 25,000.00
09/01/05 25,000.00
03/01/06 1,000,000.00 5.000% 25,000.00
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Yield

Percentage rate that expresses annualized rate of return on the bond 

Stated yield – the yield stated to the investor at time of purchase

Yield to Maturity – if investor holds bond until maturity

Yield to Call – if the issuer pays off the bond early

Coupon vs. Yield

Coupon explains the cash flow

Yield explains the investment return

Coupon vs. Yield

Maturity
Date Principal Coupon Price Paid Yield

04/01/25 1,000,000 5.000% 1,000,000 5.000%
04/01/25 1,000,000 5.000% 950,000 5.407%
04/01/25 1,000,000 5.000% 1,050,000 4.620%
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Bond Pricing

Bond pricing is simply the present value of the cash flows

For example, $1,000,000 bond:

Settlement 9/1/04

Maturity 3/1/06

5% coupon

5.25% yield

PV
09/01/04

Date Cash Flow 5.25%

03/01/05 25,000.00 24,360.54
09/01/05 25,000.00 23,737.43
03/01/06 1,025,000.00 948,340.62

Total 1,075,000.00 996,438.59

4,982.19 per $5,000
99.64385888 per $100
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Par, Discount and Premium Bonds

Par Bonds
Coupon equals yield
Purchase price equals principal amount

Discount Bonds
Coupon less than yield
Purchase price less than principal amount

Premium Bonds
Coupon greater than yield
Purchase price greater than principal amount
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Bond Proceeds

Type of Bonds

Bond
Type Par Amount X Price =         Proceeds

Par 100,000,000  X 1.0000 $100,000,000
Discount 106,347,907  X 0.9403 100,000,000
Premium 94,367,221   X 1.0597 100,000,000

Bond Proceeds are the funds received by an issuer from the 
underwriter for the sale of the bonds.  It differs from the Par 
Amount of the bonds depending upon whether the bonds are par, 
discount or premium.  

For example, if an issuer needs $100,000,000 to build a project, the 
par amount varies as shown below:
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Types of Bonds:  Fixed Rate 
Serial bonds

A bond issue in which a portion of the outstanding bonds matures
at regular intervals, until eventually all of the bonds have 
matured

Serial bonds are issued on the same date and are quoted by their
yield, as opposed to their price

Term Bonds
Unlike serial bonds, term bonds are due at only one maturity.  
They usually carry a sinking fund requirements (also known as 
mandatory redemption provisions) with reserves set aside by 
the issuer to redeem term bonds to prepare for its retirement

Term bonds are usually quoted by price, as opposed to yield

An issue can have both serial and term bonds.  Example:
Serial bonds can mature from May 1, 2001 to May 1, 2022.  
The two term bonds are as follows:  
$63,860,000 bonds with a 5.625% coupon due May 1, 2026 
$63,860,000 bonds with a 5.75% coupon due May 1 2030 
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Type of Bonds:  Fixed Rate

Zero Coupon Bonds
Term bonds that pay no periodic interest and have a coupon rate 
of zero

They are sold and purchased at a deep discount

Interest is not paid to the investor on a semi-annual basis  

At maturity, an amount equal to the principal invested plus the 
interest earned, compounded semiannually at the stated yield is 
paid

Example:  
A bond with par amount of $20,000, maturing in 20 years, may 

be purchased for roughly $6,757.  At the end of 20 years, the 
investor will receive $20,000.  The difference between 
$20,000 and $6,757 represents the interest on the bonds.
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Type of Bonds:  Floating Rate 

Variable Rate Demand Obligations (VRDBs)
Typically structured with a long-dated maturity and short reset 
periods
— Daily
— Weekly
— Monthly
— Semi-annual
— Flexible rate

VRDBs provide call flexibility, and a standard multi-modal 
structure gives the issuer flexibility to change between interest 
rate modes

Auction Rate Bond
Interest rates are reset on a periodic basis through a “Dutch 
Auction” process, which takes place at the beginning of each 
holding period and determines the interest rate for each period

Auctions are held every 1, 7, 28 or 35 days and flex mode
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Type of Bonds:  Callable Bonds 

Callable Bonds
Bonds that can be redeemed by an issuer before their actual 
maturity on and after a specified call date (an optional 
redemption provision)

These bonds are priced to call, rather than priced to maturity

If bonds are redeemed, the price is always at par or higher
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Official Statement (OS)

What information to find, and where to find it:

OS Cover 
— Par, Issuer, Issue Description, Bond Series

— Dated/Delivery date

— Interest payment dates

— Tax status (tax-exempt, AMT, or taxable)

— Bond insurer

— Managers/syndicate; lead is center or leftmost on top line

— Some information on floating rate mode, if applicable

Inside cover
— Amortization
— Coupons & Yields
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Official Statement, continued…

What information to find, and where to find it: (cont.)
Sources and Uses of Funds

— New money or current refunding or advance refunding

— Project, debt service reserve fund, capitalized interest fund, 

surety policy

Redemption information
— call premium, call dates, # of days notice

Ratings
— insured or uninsured ratings?

Debt Service 
— Payment schedule for the bonds
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Sample Official Statement Cover

New Money Example: OOCEA 2003BNew Money Example: OOCEA 2003B

1. Tax info

2. Par, Issuer, Issue Description, Series

3. Dated Date; Maturity Dates

4. Redemption (Call) Provisions

5. Purpose

6. Security

7. Insurance

8. Bond Counsel; Tax Counsel; Disclosure 
Counsel; Underwriters’ Counsel; 
Financial Advisors

9. Managers/Syndicate

1

2

3

4

5

6

7

8

9
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Inside an Official Statement:  Cover

1

2

3

4

5

6

7

Refunding Example: OOCEA 1993Refunding Example: OOCEA 1993

1. Tax info

2. Par, Issuer, Issue Description, Series

3. Dated Date; Maturity Dates

4. Redemption (Call) Provisions

5. Security

6. Insurance

7. Bond Counsel; Tax Counsel; Disclosure 
Counsel; Underwriters’ Counsel; 
Financial Advisors
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Inside an Official Statement:  Maturities, Amortization, 
Interest Rates, and Yields

Each year when 
principal amounts 
mature and are 
being paid to 
investors

Amount of principal 
being amortized each 
year

Interest rate for each 
maturity

Yield of the bond for 
each maturity (all the 
bonds are premium 
bonds)
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Inside an Official Statement: Sources and Uses of Funds

Sources and Uses Sources and Uses 

1. Bond Proceeds:  Includes the Par 
Amount and the Discount or 
Premium on the bonds

2. Debt Service Reserve Fund

3. Expenses:  Includes Cost of 
Issuance, Underwriter’s Discount; 
can include Insurance costs, 
remarketing fees, broker fees, or 
other identified expenses

When sizing a bond:

Sources = Uses

1

2 6

3
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Inside an Official Statement:  Optional Redemption Provisions

Redemption ProvisionsRedemption Provisions

1. Optional Redemption:  Date on 
which the issuer has a right or 
option to call bonds before 
their actual maturity date; 
issuers may do this in order to 
reissue those bonds in a lower 
interest rate environment.

2. Notice of Redemption:  The 
number of days notice an issuer 
has to give before redeeming 
bonds

1

2

6
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Inside an Official Statement:  Mandatory Redemption Provisions

Redemption ProvisionsRedemption Provisions

1. Mandatory Redemption:  
Obligation of the issuer to 
redeem bonds in a term bond 
series leading up to the final 
maturity date of the bond.

2. Sinking Fund Schedule:  The 
principal amounts redeemed 
under mandatory redemption 
which helps spread out the 
financial obligation of the 
issuer.  The issuer pays a set 
amount annually into a sinking 
fund from which bonds are 
redeemed on a set schedule.

1

2

6

Instead of paying the full 
amount of the term bond 
in year 2028, issuer pays a 
fraction of the par amount 
over three years.
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Inside an Official Statement:  Debt Service Schedule

Debt Service ScheduleDebt Service Schedule

1.  Principal Amortization

2. Interest (based on the coupon 
rate) paid to investors each year 
until the final maturity of the 
bonds.

Interest payment for  =
Coupon * Outstanding Debt 
Example:  
5% x $45,750,000 = $2,287,500

Interest is usually paid semi-
annually.  Coupon rates 
represent annual payment rates.

3.  Debt service schedule for bonds 
issued in the past.

1 2

6

3

Two semi-annual 
interest 
payments
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Sizing a Bond Issue:  Sources and Uses
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Sizing a Bond Issue:  Bond Statistics
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Sizing a Bond Issue:  Bond Pricing
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Sizing a Bond Issue:  Bond Debt Service
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Sizing a Bond Issue:  Net Debt Service
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Sizing a Bond Issue:  Debt Service Reserve Fund
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Sizing a Bond Issue:  New Money Project Fund
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Sizing a Bond Issue:  Cost of Issuance
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Sizing a Bond Issue:  Underwriter’s Discount
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Sizing a Bond Issue:  Proof of Arbitrage Yield

34B
O

N
D

B
A

S
I

C
S



Bond Conventions

Basis Point
Yields on bonds are usually quoted in terms of basis points, with 
one basis point equal to one one-hundredth of 1 percent.
— .50% = 50 basis points

Day Count
30/360
— Usually for tax-exempt fixed rate bonds

Actual/Actual
— Usually for tax-exempt variable rate bonds

Pricing
Round or truncate
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